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Regardless of the size or scope of a CPA’s
responsibilities or intelligence, technology
continues to affect and permeate the services
they provide to employers, clients and the
public. Embracing and recognizing that
technology is vital for the profession to be
able to provide decision-making services.
A continued dependence on security
and controls, remote connectivity, and the
ability to conduct all types of functions and
activities over the Internet highlights the
2001 Top Ten Technologies, Applications
and Issues affecting CPAs. The muchanticipated AICPA’s annual
listing provides the accounting,
government and business
communities with guidance and
opinions involving various
technologies, and is designed to
increase awareness of how the
issues and applications affect governments,
firms, companies, clients and customers.
Each year, a group of CPAs and
consultants working in practice, business
and industry, government and education
gather in late September for the Top Ten
Technologies (T3) lab at the University of
Arizona-Tucson. Applications, technologies,
issues and emerging technologies are
discussed and debated as to how they
impact the accounting profession and the
services provided to employers and clients.
One of the primary themes running
through this year’s lists—and one that was
included on the lists for the last several
years—is the assurance that data sent over
the Internet is reliable, controlled and
private. Lab attendees concurred that this
is again a hot topic because it touches so
many of the inherent tasks CPAs perform
on a daily basis, including preparation of

financial statements, tax compliance and
auditing.
Connecticut CPA Everett C. Johnson, a
partner and international director of
Enterprise Risk Services for Deloitte &
Touche, has attended the lab since the early
’80s, and says “security” is one area the
profession just can’t escape because of its
impact on even the most rudimentary
engagement or service. Over the years, as
the Internet morphed into a business utility,
and advances in technology came about,
security became no longer limited to a
paper-based environment. The
way information is verified, for
example, is extremely import
ant when data is to be sent
electronically.
“One of the technologies
that’s important in the digital
signature process and electronic audit trail is
something called public key encryption,” he
says. “This allows somebody to actually sign
an electronic document in a certain way so it
can be proven that the person actually did
sign it, and what it was that they signed has
not changed.”
The 2001 lists include topics familiar to
many CPAs, and even a few that are a bit
futuristic. For example, XBRL, or extensible
Business Reporting Language, is included in
the third most important application—business
and financial reporting—as a key standard to
how data is reported and examined.
“A CFO or someone else running the
CIO function within a business needs to be
aware of what is happening with e-business,”
says Jan Monroe, a Nevada CPA who is the
CEO of Triad Innovations and a consultant
for Micromash. “Professionals need to be
looking at how they can incorporate
continued on page E2
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technologies like XML, [extensible Markup Language] along
with standards like XBRL, into their databases so that they will be
capable of doing their business over the Web.”
Top Ten Technology Issues for Business and Industry:

1.
2.
3.
4.
5.

Information Security & Controls
E-Business
Electronically Based Business & Financial Reporting
Privacy
Training & Technology

6.
7.
8.
9.
10.

Disaster Recovery
Quality of IT Personnel
Quality of Service
Database Technologies
Application Service Provider

AICPA offers timely and informative updates on all 35
applications, issues and technologies, along with commentaries
and explanations.

www.toptentechs.com

Unsystematic Risk and Valuation (Part II)
By Warren D. Miller, MBA, CPA-ABV, CMA, Beckmill Research, Lexington, Va.
In our first installment in this series, we talked about systematic
risk (briefly) and unsystematic risk (at some length). This article
expands the discussion of unsystematic risk and shows how it
affects the estimated value of a closely-held company. We must
use the phrase “estimated value” because, in the absence of
active markets for the securities of a company, an estimate is all
we can make.
Before proceeding, however, it’s important to convey an
essential notion of valuation: There’s not just one value for a
share of common stock in a company. There are many. Value
will depend not only on growth, profitability, and risk (as we
noted in the first installment), but also on the purpose for which
value is being estimated, on the size of the block of stock being
valued, on the distribution of shareholder ownership inside the
company, on whether or not a viable buy-sell agreement exists,
on the laws of the state in which the company is organized, on
any special provisions in corporate by-laws, on the standard of
value being used (value to whom and under what
circumstances), and on the premise of value (whether the
company will continue as a going concern or whether it is more
likely to be liquidated). The complexity of valuing closely-held
businesses is one reason why it is such a topic of conversation in
many CPA firms these days.
Notwithstanding the idea that a share of stock can have many
values, how does unsystematic risk bear on value? In this article,
we will explore the issue as it relates to discount rates. In our next
installment, we’ll take a look at its effect on market multiples.
Discount Rate

Under the income approach to valuation, a forecast of future

economic income streams (typically free cash flow) are
discounted to the present using a discount rate. The equity
discount rate is the company’s cost of equity capital. It is about
risk, and only about risk.
There are several ways to estimate the discount rate of a
closely-held company. The one most widely used in valuing
smaller companies is the build-up method. It is what its name
implies: a way to make an estimate by “building up” to it using a
series of proxies, each having more risk than the last, capped by a
subject estimate of unsystematic risk.
It begins with the lowest level of risk—the “risk-free rate.”
The proxy for this is the yield to maturity on a 20-year U.S.
treasury bond at the valuation date. Of course, since February
1977, there have been no such instruments; that’s when 30-year
bonds were launched. So the proxy we use today is, in actuality,
a 30-year treasury bond issued ten years ago. At this writing,
that yield is 5.86%.
The next level in the build-up method is the “equity risk
premium.” This is the rate by which the average annual return
(dividends + capital appreciation) on the S&P 500 has exceeded
the income portion of the 20-year T-bond. Ibbotson Associates
of Chicago (www.ibbotson.com) has computed this for the last
74 years, beginning with 1926. At December 31, 1999, this
increment was 8.07%.
The third level of risk is the “size premium.” The size
premium is the average annual rate by which a small-cap market
segment has outperformed the risk-beta-adjusted rate of return
predicted for it by the capital asset pricing model (CAPM).1 In the
smallest decile of the New York Stock Exchange, upon which
Ibbotson bases its figures, are 185 companies which, in the current
continued on page E3
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SBBI, had market capitalizations up to $97.9 million; the mean
was $50.3 million. The size premium in this group was 3.95%.

Each of these figures is based on solid data. The total is a far
cry from what many owners believe to be their cost of capital—the
rate at which they can borrow money from the bank. That’s their
cost of debt capital. We’re talking here about owners (i.e., equity).
We are now to the non-size portion of unsystematic risk. As
noted in our first installment, there are three sources here: the
macroenvironment, the industry, and the company. Readers should
note that unsystematic risk may carry a “negative premium,”
whereby, rather than increasing the discount rate, it decreases it.
That is a rare situation with a small company, but it does happen.
Once a few years ago, I subtracted a total of four percentage points
from the discount rate for these three levels of risk.
Usually, however, the three levels increase risk so they
increase the discount rate. Sometimes the increment is small,
maybe a point or two. In unusual cases, it may be quite large: In an
appraisal of a mismanaged manufacturing company in Texas last

year, I added 15 percentage points! In the small companies I
appraise, I typically find myself adding anywhere from four to nine
points. But it depends on the company, its industry, and
macroenvironmental forces’ effects on that industry.
Let’s assume that $3 million Universal Widget Company is
pretty average. Its industry is not concentrated, its management
lacks depth, it has an unimaginative marketing program, it
doesn’t do in-house financial statements, it has no program to
develop its key people’s skills to keep pace with steady revenue
growth, its administrative infrastructure is behind the times, its
board of directors is inactive, and there is no in-house successor
to the founder-owner-president. Pretty average, as noted.
As also noted, however, the estimate of this aspect of
unsystematic risk is subjective. We have no data. Heck, we don’t
even have a framework on which the valuation community has
reached consensus about approaching this vexing subject.
Still and all, if one adds, say, eight points to the preceding
three components and rounds, Universal Widget’s cost of equity
capital is 26%. That is the factor by which future cash flows
would be discounted to the present.2 It goes without saying that,
the greater the risk, the greater the cost of capital—and the lower
the present value of those future cash flows.
So risk and value move, as we asserted in our first
installment, in opposite directions. Next month, we’ll illustrate
the effect of unsystematic risk on valuation multiples.

1A detailed discussion of the CAPM is beyond our scope here. Interested readers are
encouraged to consult Stocks, Bonds, Bills & Inflation 2000 Yearbook (Valuation
Edition), Ibbotson Associates: Chicago, pp. 35-43, and Chapter 5 (“Firm Size and

Return”). This volume, known simply as SBBI, comes out annually.
2 We’re ignoring the issue of terminal value in this discussion. The central point
here is the downward effect of increasing risk on valuation.

Let’s summarize where we are now:
risk-free rate (as of 11/22/2000)

5.86%

equity risk premium

8.07%

size premium

3.95%

Total

17.88%

AICPA/IIA Fourth Annual Conference on Value-Added
Auditing Services
Reap the greater rewards of providing value-added auditing ser
vices in the dynamic environment of the new economy. Ride
the explosive growth propelled by the e-community and digital
marketplace with high-level training on value-added auditing
capabilities.
The 2001 Value-Added Auditing Services Conference—
conducted with the joint expertise of the AICPA and the
Institute of Internal Auditors—is the industry’s
premier training venue, providing information on
new technologies, the latest techniques in risk man
agement and key strategies to enhance your organi
zational value. Take the lead in today’s exciting
marketplace with your knowledge of current innova
tions in the field.
This year’s event will take place February 12-14, 2001, at
the Hotel Royal Plaza in Lake Buena Vista, Fla., and is struc
tured to heighten your learning experience as a CPA, auditor or
financial professional. Conference sessions cover many vital
issues grouped in three distinct tracks:

Value-Added Auditing—addressing issues such as end result
auditing, consulting services, auditing mergers and acquisi
tions, customer relationship management as well as organizing
thought and action for audit effectiveness
Risk Management—discussing critical issues, risk councils,
e-business (impact on organizational risk profile), white col
lar crime and enterprise risk management
• Technology—exploring such topics as effective
B2B e-commerce auditing, digital analysis and
managing risk on the Internet
You can also earn additional CPE credit hours
at the pre-conference workshop on Sunday,
February 11, 2001, entitled Creating a Foundation
for Value-Added Services and the post-conference workshop on
February 14, 2001, entitled Defending America’s Cyberspace:
What Your Organization Can Do.
Register by January 12, 2001, and save $25. For more infor
mation or a conference brochure, contact the Member
Satisfaction Team at 888/777-7077.
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Strategic Performance Measurement, Volume 2 of the
Strategic Management Series
Learn how performance measurement affects your organization’s
comprehensive planning systems, processes, and strategic objectives
in Strategic Performance Measurement (#SPM001; $60 member,
$75 non-member). Strategic Performance Measurement is Volume 2
of the AICPA’s eight volume Strategic Management Series.
You’ll get guidance on how non-financial indicators have the
potential to make the financial measures more relevant and the
reporting more balanced. Best practices in this loose-leaf volume
include guidance on:
• Applying the Balanced Scorecard. This just-added section
is important for financial managers who see traditional finan
cial measures of performance failing to provide all the infor
mation needed to make intelligent strategic and day-to-day
decisions. A powerful new means of delivering this informa
tion as business becomes more complex and competitive is
called the “Balanced Scorecard.”
Also included in Strategic Performance Measurement is
guidance on:
• Managing Quality Improvements
• Developing Comprehensive Performance Indicators
• Product Life-Cycle Management
• The Management of Intellectual Capital: The Issues and the
Practice
Find Best Practices in Eight Critical Areas in the Strategic
Management Series

Key challenges facing financial managers today are presented

and examined in the Strategic Management Series along with
best practices for implementing solutions. The 8-volume loose
leaf Series comprises the most comprehensive set of strategic
management tools available for advancing your career as a finan
cial manager and building your organization’s success.
A proven resource for helping accounting and financial pro
fessionals become more valuable strategic partners in the organiza
tion, the Strategic Management Series is comprised of eight crit
ical topic areas, each contained in a convenient loose-leaf binder:
Vol. 1. Strategic Cost Management (#SCT001; $195 mem
ber, $243.75 non-member)
Vol. 2. Performance Measurement (#SPM001; $60/$75)
Vol. 3. Customer and Supplier Value Chain (#CSV001;
$135/$168.75)
Vol. 4. Information Technology (#ITN001; $60/$75)
Vol. 5. Treasury Management (#TMG001; $45/$56.25)
Vol. 6. Change Management (#CMG001; $120/$150)
Vol. 7. Management Control (#MCN001; $60/$75)
Vol. 8. Stakeholder Reporting (#SRP001; $105/$131.25)

Ordering the entire 8-volume Series (#SMS001; $520/$650)
is the best way to acquire a comprehensive collection of guidance
to help you and your company succeed in an intensely competi
tive business environment. To order, call 888/777-7077.
The Strategic Management Series represents a major col
laborative effort between the AICPA and CMA-Canada.

